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Background

The Medicare Rural Hospital Flexibility Program (Flex Program), part of the Balanced Budget
Act of 1997, is a nationwide limited service hospital initiative built on earlier demonstration
models called Medical Assistance Facilities (MAFs) and Rural Primary Care Hospitals (RPCHS).
The new program enables the development of critical access hospitals (CAHS), which are limited
to 15 acute care beds and 96-hour average length of stay. Lead organizations have been
identified in each participating state to guide the implementation of the Flex Program in that
state. Anintegral part of the state Flex Program is the designation and support of the new critical
access hospitals.

Determining whether CAH conversion is advisable is ultimately a community decision. The goa
of a CAH conversion assessment isto gather information to make an informed decision about the
future of the local hospital. Financial numbers are essential, but hospital leaders should also seek
input from other health care providers and civic leadersin the service area. CAH conversion
assessments often include an analysis of community need, the financial effect of conversion, and
the clinical/administrative impact on hospital operations.

Across the country, Flex Program directors are taking different approaches to supporting CAH
assessment studies. The creativity and diversity of approaches may be considered a strength of
the program. Despite the diversity of approaches, assessment studies should answer a set of key
guestions including:

* How will conversion to CAH affect the community?

* How does cost reimbursement for Medicare compare to PPS payments? How will they
compare in three years?

* How will conversion to CAH affect the medical staff of the hospital ?

* How will conversion to CAH affect the operations of the hospital ?

* What does the hospital need to do to position itself to convert to CAH status?



In December 1999, TASC convened awork group of technical advisors experienced in limited
service hospital program implementation,* Bidentify the key components of a CAH assessment
study, focusing first on the financial aspects of conversion and operation. The meeting led to a
series of technical Briefings that TASC will disseminate to State Flex Programs. The first
Briefing addressed the impact of the Balanced Budget Refinement Act; copies are available
through the TASC office. Presented in a question and answer format, this Briefing is the second
in TASC' s series.

Questions and Answers
How can State Flex Programs utilize this Briefing?

The TASC work group acknowledges that State Flex Programs are along a broad spectrum in the
direct support they are offering hospitals considering CAH designation. CAH assessments appear
to be at the forefront of most State efforts. The following table summarizes how this Briefing
may be used, depending on the existing status of planning and development (horizontal axis) and
the implementation strategy (vertical axis).
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What arethe main components of a CAH assessment study?

Completing afinancial assessment (i.e. calculating the immediate impact of CAH conversion and
projecting future performance) is one part of a comprehensive CAH assessment. Other factorsto
consider in determining if CAH isa“good fit” include:

Evaluating current and expected statistical/operational data

Defining clinical service implications and/or opportunity for new product lines
Determining community needs and health status

Identifying opportunities for community devel opment

Understanding the level of existing and/or fostered professional buy-in

Do all hospitals need the same level of analysis?

No, the appropriate level of analysisis best matched to hospital-specific needs. The required
level of analysis also varies from state to state. It is often useful to consider two major categories
of hospitals:

“Type A” hospitals are facilities that easily fit within the CAH guidelines. In general,
these hospitals will have an average length of stay (LOS) of less than four days and an
average daily census of 10 or less. For these hospitals, the decision to convert is made
easier because very few (if any) clinical changes would be required to meet CAH
guidelines. These hospitals would be expected to move through the CAH evauation
relatively quickly.

“Type B” hospitals are generally larger facilities that may not have considered the CAH
program without the change to a 96-hour average LOS. These hospitals will have an
average daily census of 10 or more and an average LOS of more than four days.
(Although there is no upper limit, most hospitals with an average daily census of 18 or
more will likely not consider CAH.) Aside from management statistics, these facilities
generally provide a different mix of primary and more complex types of care. Because of
the additional complexity, CAH feasibility studies for these hospitals will take longer
than their “Type A” counterparts.

Additional guidance on the finding the appropriate level of analysisis provided later in this
Briefing.



What if theidentified approaches ar e different than those in the State Rural Health Plan?

The TASC work group is not recommending that States need to revise their Rural Health Plan
and re-submit it to HCFA for approval. We recognize each state has a unique set of constraints,
and state plans require varying levels of detail from hospitals. This Briefing is not intended to
suggest a prescriptive or inflexible approach.

TASC is providing this framework to States (and CAH-eligible hospitals) to encourage |ooking
at the full range of issues that are important to successful CAH implementation. For example,
hospitals are at risk of long-term failure if they focus solely on the financia aspects of CAH
status without addressing broader strategic issues such as opportunities for networking or
community development. Some of the approaches with a more long-term or strategic focus may
be addressed after the CAH designation is achieved (e.g., developing a new strategic plan,
looking into new services, etc.).

The analysis that is completed now will serve as the foundation for evaluating the impact of the
changein the future. A more thorough analysis process will result in a broader base of
information from which to judge the impact CAH status did or did not have.

We're helping the hospitals that need it most, but we feel there are a number of other
hospitalsthat could also benefit from CAH designation. Do you have any suggestions on
how | can get their attention and spread resour ces?

CAH iscommonly perceived as a“downsizing” effort. Given the hospital’ s importance to the
local economy and to community pride, it is reasonable to expect resistance in some
communities. Research on the EACH/RPCH and MAF programs, however, indicate health
services actually increase after conversion.

The TASC work group suggests framing the feasibility study as a strategic consideration for the
future. For example, the mission of many rural hospitals relates directly to supporting a
community-based continuum of services. Focusing on how the hospital can strategically adapt to
the changing health care environment and best serve its community, positions the CAH
conversion as a strategic alternative versus a“last resort” option for bailing out the facility.
Finally, the administrator and/or board must be assured they have input into the conversion
process and that they have the final decision regarding whether to convert to CAH. In other
words, they can back out if the information collected does not support conversion.



Focusing limited state resources initially on those hospitals at greatest risk isa common and
acceptable strategy in the short term. In general, though, the CAH program is not a panacea, and
will not necessarily solve historic internal problems such as poor management or inadequate
leadership. Therefore, states that offer broader planning, operational and |eadership support may
prove more successful in CAH conversion.

Right now our focusisprimarily on financial aspects of CAH status. What are some
methods of determining financial feasibility?

A CAH financial feasibility study is useful because not all small rural hospitals will benefit
financially from CAH status. For example, some hospitals may have costs below the national
averages and receive positive margins on Medicare inpatient care. These hospitals would only
benefit from CAH if the future losses under outpatient prospective payment outweigh inpatient
profits.

The following section outlines four alternative approaches to CAH financial feasibility analysis:
Preliminary Financial Screen

2. Multi Year Projection-Small Facility (“TypeA”)

3. Multi Year Projection-Large Facility (“Type B”)

4. Product Line Projections for Small and Large Facilities

=

1. PRELIMINARY FINANCIAL SCREEN

Target Facility
» Thesmall hospital that believesit will not extensively change its operations to
accommodate the CAH restrictions or does not expect to change the servicesthat it
delivers will find this analysis helpful, but should not make major planning decisions
based on its outcome.

Description
* The processinvolves aminimal effort of re-running of the most recent cost report

with CAH parameters and then comparing historical reimbursement with estimated
CAH reimbursement for the same period of time. This takes less than one full day of
work, if prepared by an outside consulting firm. In some states, this has been done
free of charge by Flex Program or hospital association staff.



Advantages

The process can be completed quickly, which facilitates arapid conversion (if
appropriate for state requirements) at alow cost.

Disadvantages

The results of this analysis may not provide an accurate picture for future hospital
budget periods. This approach also fails to incorporate changes in hospital
reimbursement or cost structure that: (a) may have occurred since the last cost report
or (b) will be occurring over the next three to five years resulting from known
regulatory, community, or operational changes.

This method does not examine any changes or additions in future services.

Comments

Thistype of analysis, if used exclusively, runsthe risk of painting an inaccurate
picture of CAH benefits or losses. It may be more appropriate to use this type of
analysis as a means to facilitate a decision on whether or not to go forward with a
more sophisticated CAH analysis. However, depending upon the requirements of
individual states, this may be sufficient to complete the application process.

2. MULTI YEAR PROJECTION-SMALL FACILITY (“TYPE A”)

Target Facility

The small hospital that believesit is not going to have to change its operations very
extensively to accommodate the CAH restrictions or does not expect to change the
servicesthat it delivers may find this type of analysis useful in the CAH application
process. Thisfacility would be likely to have some small change in space and other
overhead utilization statistics, but would not make major changes to its operations as
aresult of CAH conversion.

Description

Financial personnel completing these studies should include a financial impact
analysis report that describes the assumptions and presents an income and expense
statement for the base year and at least three years of projections. It isimportant that
different assumptions be separated in the final report. For example, if a hospital wants
to convert to CAH and also convert its outpatient clinic to rural health clinic status,
the impact of these two separate events should not be combined in away that blurs
the impact of either action independently.



This analysis should take into consideration the changes in operations that will occur
asaresult of participation in the CAH program. This includes reduction in numbers
of acute care beds or increased numbers of swing beds. Required data includes the
most recent hospital cost report plus supporting data and information on which to
base anticipated changes in inpatient and outpatient utilization. Changes resulting
from normal annual cost of living increases and other anticipated changes in costs, or
basic changesin patient service utilization, should also be part of this analysis.
About four to five days of consultant effort would be normal for this type of study.
Additional time may be required to present the results to aboard of directors and/or
medical staff.

Advantages

Thistype of anaysisisrelatively straightforward and should provide a viable answer
to the question of whether to convert to CAH.

Disadvantages

This analysis may not provide an insight into the financial feasibility of various new
product line opportunities that may be available to the new CAH as aresult of its
enhanced Medicare and, possibly, Medicaid reimbursement. It also is moderately
expensive.

Comments

This analysiswill provide afairly good indication of how CAH enhanced
reimbursement will impact the hospital in the near future if the facility generally
maintains a*“ business as usual” operating plan. Significantly expanding or contracting
services will cause thistype of analysis to project inaccurate outcomes.

. MULTI YEAR PROJECTION-LARGE FACILITY (“TYPE B”)

Target Facility

The larger facility that has an average daily census high enough to experience
problems with the 15 acute care bed limit, might perform this type of analysisto
determine the appropriateness and timing of CAH conversion. Such an analysis
should also consider expanded services, utilization of swing beds and, as appropriate,
transfers to larger facilities.



Description

This type of analysis should take into consideration changes in operations that will
occur as aresult of participation in the CAH program. Thisincludes reduction in
numbers of acute care beds or increased numbers of swing beds and corresponding
changesin revenue, costs and utilization.

Multi-year projections are key to providing insight into the future impact of the CAH
on the hospital’ s bottom line. In addition, thistype of analysisisimportant to
determine the timing of CAH conversion or future expansion or contraction of
services for facilities that may not presently be able to reduce services to the 15 acute
care bed limit.

A consultant that works with afacility to produce this type of analysis should be
expected to work closely with administration in order to prepare an accurate set of
assumptions. Assumptions should be reviewed with medical staff |eaders as hospital-
specific circumstances dictate.

Hospitals of this size often work best with a two-step process. apreliminary and a
final report. The preliminary report may incorporate assumptions that will need to be
modified for the final report depending upon input from the board of directors.
Because conversion to CAH may have an impact on the admission and care practices
of the medical staff, it isimportant that physicians aso be included in the process of
developing financial assumptions.

Thisanalysisisrelatively extensive and could require several weeks of professional
time, depending upon utilization and the timing associated with conversion to CAH
status. Working with the hospital board and medical staff to develop acceptable sets
of assumptions may require additional time and effort.

Advantages

This process for involving the administration, medical staff, and others will help
facilitate the greatest degree of acceptance by al partiesinvolved.

This type of analysiswill provide years of guidance to the hospital’s Board, medical
staff and administration regarding the impact and timing of conversion to CAH status.
In addition, the outcomes of this analysis will provide the basis for further strategic
planning, by providing valuable insight into the financial feasibility of service
expansion, primarily on the outpatient side of the hospital.



Disadvantages

Thisisthe most expensive and time-consuming type of analysis. It will benefit from
outside expertise experienced in limited service hospital reimbursement.

Comments

Thisanalysis may be desirable if afacility isrelatively large and may be adversely
affected by the 15 acute care bed limit or the 96-hour average length of stay. Asa
result of the process, the hospital should gain a better understanding of why and when
to convert to CAH status. Since the process, which models known reimbursement
changes such as the Sole Community Hospital rate enhancement, hospitals will also
better understand their financial outlook whether or not they convert to CAH.

4. PRODUCT LINE PROJECTIONSFOR SMALL AND LARGE FACILITIES

Target Facility

Large and small hospitals that have performed the multi-year analysis described in the
two previous sections may find the information helpful in developing “product lines.”
The analysis can also be used to complement a community needs assessment. After
potential services have been identified, this analysis examines the financial impact of
adding these services to afacility’s “product line,” aswell as determining the
appropriate timing for adding these services.

Description

In addition to the products described in the large and small hospital analyses sections,
the strategic planning analysis should present the financial impact and implementa-
tion timing associated with each new service examined. The recommendations of this
report should be very carefully worded, depending upon the scope of the project.

The analysis should take into consideration the changes in operations that will occur
asaresult of participation in the CAH program. This might include reduced numbers
of acute care beds or an increased number of swing beds. Service expansion,
particularly on the outpatient side of a hospital’s operations, will play amajor role in
the facility’ s future viability.

Multi-year projections are key to determining the future financial impact of CAH
conversion. In addition, this type of analysis will help to determine the timing of
CAH conversion, including expansion or contraction of services for facilities that
may not presently be able to reduce services to meet the 15 acute care bed limit.



With information from the product line analysis, the potential CAH should be able to
project the most likely conversion timetable, as well as the timetable for devel oping
additional product lines.

Advantages

This type of anaysiswill provide years of guidance to the hospital’s board, medical
staff and administration regarding the impact and timing of CAH conversion. In
addition, insight into the financial feasibility of service expansion (primarily on the
outpatient side of the hospital) can help the hospital to reduce out migration for health
services and improve its negotiating position with managed care organizations.

This report may also provide the impetus for continuing discussions with other area
health care providers that might lead to formal network development and service
integration.

Disadvantages

This analysis requires considerable CAH knowledge and expertise to ensure that all
aspects of the CAH enhanced reimbursement are incorporated into the final analysis.
It can be relatively expensive.

Comments

Both the large and small facilities would benefit from this type of anaysisif
significant changes in services or product lines are anticipated. While thisis often the
result of outpatient service expansion, it is aso relevent for facilities that need to
contract inpatient or outpatient services. Understanding the financial impact of these
changesis crucial for facilities that plan to make significant service changes as a
result of converting to CAH. Understanding the implications of the timing of service
expansion or CAH conversion isjust as critical.

While some may consider this type of analysis beyond the scope of the required
financial feasibility analysis required as part of the CAH conversion process, such an
analysiswill provide boards, medical staffs and administrators with a measuring stick
that will provide significant payback over time.



Why do many financial advisorsrecommend threeto five-year projections when thingsare
changing so rapidly?

The Balanced Budget Refinement Act specified a number of changes to hospital reimbursement
that will be phased in over time. For example, the re-basing of Sole Community Hospitals will
take place over the next four years. Short-term projections will not show the full impact of this
change and, as aresult, may overstate the benefit of CAH.

Aslong at the operating assumptions used in the different scenarios are held constant (i.e., same
FY 2002 assumptions are used in the base model and the CAH model), then any financial
differences between the models will be because of differences in the cost-based and prospective
payment reimbursement systems.

What should | expect future TASC Briefingsto address? How long will TASC provide this
type of information?

Central to the purpose of TASC is disseminating useful information to State Flex Programs. We
expect to continue publishing the Briefing series as long as States find them useful and
informative. If you have specific feedback regarding the content, style, or direction of this series,
please do not hesitate to contact Terry Hill or Ann Miller at (218) 720-0700.

We have tried to sequence the TASC Briefings in response to the needs of the States. This
Briefing lays out a framework for comprehensive CAH assessment and implementation process,
but focuses primarily on the financia aspects of the framework. Future Briefings will focus on
other aspects of the CAH implementation process, including community assessments, quality
assurance, and network development.
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